ABSTRACT
INTRODUCTION
otivated by prior research that both analyst following and corporate governance have a positive effect on firm valuation, this paper examines the joint impact of corporate governance and analyst following on valuation in an emerging-market setting. Corporate governance generally refers to a set of mechanisms through which outside investors protect themselves against expropriation by insiders (La Porta et al. 2000) . Prior research finds that firm valuation can be explained by the level of analyst following. Specifically, everything else equal, firms with more analysts following have higher values (Lang et al. 2003 ).
The empirical evidence regarding the valuation effect of firm-level corporate governance is mixed in developed countries. In U.S., while Gompers et al. (2003) find a positive impact of corporate governance on firm value, Brown and Caylor (2006) and Larcker et al. (2007) document the limited explanatory ability of corporate governance for valuation. In Canada, Klein et al. (2005) find the composite corporate governance scores as published by the Globe & Mail newspaper do not explain the change in the market value. Also using Canadian companies as their sample, Gupta et al. (2005) find that, although strong shareholder rights, compensation policies and transparent disclosure mechanisms are highly valued by investors, there is no evidence that board composition and independence impact firm value. The insignificant effect of corporate governance can be attributed to the fact that there is little variance in firm-level governance practices among public companies in these countries (Black 2001) .
In contrast to the mixed results in developed countries, the positive impact of corporate governance on firm valuation has been consistently documented in emerging markets. For example, Bai et al. (2004) find a positive effect of governance mechanisms on market valuation in China. Kouwenberg (2006) find a significant impact of corporate governance on firm value in Thailand. Black et al. (2006) and Choi et al. (2007) document that an overall corporate governance index is positively associated with market value in Korea. More generally, Klapper and Love (2004) and Durnev and Kim (2005) use an emerging market sample and find that companies with better quality corporate governance mechanisms have a higher valuation as measured by Tobin's Q. Because the positive effect of corporate governance on firm value is only significant in emerging markets, this paper examines whether analyst following and corporate governance interact to impact firm value using an emerging-market sample.
My first research hypothesis is that the positive relation between corporate governance and valuation is less pronounced for companies with a higher level of analyst following. Analysts can serve as additional monitoring devices by providing scrutiny and disciplining misbehaving managers (Lang et al. 2004; Knyazeva 2007) . In this sense, analyst following is an alternative corporate governance mechanism. Therefore, where analyst following is larger, we should observe that the stand-along effect of good corporate governance on firm value is not as strong. Furthermore, prior research has established that, as information intermediaries, financial analysts play a more active role in common law countries (Chang et al. 2000; Barniv et al. 2005; Yu 2009 ). Analysts who provide better earnings forecasts will play a better monitoring role. Therefore, my second research hypothesis is that analysts play a more active monitoring role in common law countries in emerging markets.
Using a sample of 753 emerging-market companies over 2001 and 2002, I find that the interaction of analyst following and corporate governance on valuation is not significant for my whole sample. Breaking down the sample to common law versus code law countries indicates that, for common law countries, the positive relation between the quality of corporate governance and valuation is weaker for companies with greater analyst following than for companies with lower analyst following. This relation does not hold for code law countries. Therefore, the monitoring function of analysts can only be observed in countries with stronger investor protection. This paper extends previous research on the monitoring role of financial analysts by documenting a negative joint impact of analyst following and corporate governance on firm valuation. Lang et al. (2004) find that the impact of ownership structure on valuation is less pronounced when analyst following is greater, thereby suggesting a negative joint impact of ownership structure and analyst following on firm value. However, they only consider one aspect of corporate governance mechanisms: ownership structure and it is desirable to consider the overall quality of corporate governance. In addition, Lang et al. (2004) only focus on the entrenchment effect that the concentrated ownership in family firms creates incentives for controlling shareholders to expropriate wealth from other shareholders. However, there are both the entrenchment effect and the alignment effect of founding family ownership (Claessens and Pan 2002; Wang 2006) . The interest of founding firms and other shareholders may be better aligned because of the large blocks of stock owned by family members (i.e., the alignment effect). The caveat of using founding family ownership is that the concentrated ownership in family firms does not necessarily indicate poor corporate governance. By using a measure of the overall corporate governance quality, this paper generalizes the findings of Lang et al. (2004) .
Furthermore, the results that the effect of corporate governance on firm value is mitigated by a greater extent of analyst activity are only found in common law countries. These findings are in line with prior studies that analysts have more incentives to play an active role in common law countries (Chang et al. 2000; Barniv et al. 2005 ).
The rest of the paper proceeds as follows. Section II develops my research hypothesis. Section III describes the model used to test the hypothesis. Section IV summarizes data and sample. Section V presents results and Section VI concludes the paper.
II. HYPOTHESIS DEVELOPMENT
The scrutiny of firms' financial performances by analysts puts pressure on managers to work in the interest of investors and increases managerial incentives to maximize firm value. Therefore, by working as information intermediaries, financial analysts play a monitoring role in the market and substitute for corporate governance mechanisms. Prior research has provided evidence on the governance role of financial analysts. For example, Lang et al. (2004) document that the negative effect of lower investor protection i on valuation is less pronounced when analyst following is greater. Knyazeva (2007) finds that analyst following has a similar effect as governance upon firm behavior. Cheng and Subramanyam (2008) document that the role of analyst following in decreasing a firm's default risk is less pronounced for firms with better corporate governance. McInnis and Collins (2009) provide evidence that firm-level accruals are less manipulative for firms with cash flow forecasts.
Since corporate governance imposes discipline on misbehaving managers and rewards value creation, the marginal effect of analyst following in presence of better corporate controls will be lower. On the contrary, when the corporate governance is weak, higher analyst following has an incrementally positive effect on valuation. Therefore, I expect a negative joint impact of analyst following and corporate governance on valuation. The hypothesis is stated as follows:
H1:
In emerging markets, the positive relation between corporate governance and valuation is less pronounced for companies with a higher analyst following.
Prior research has found that analysts are more active when the country-level investor protection is stronger. Among others, Chang et al. (2000) provide evidence that analyst forecast error and dispersion are lower in common law countries. Barniv et al. (2005) find that, in common law countries, analysts with superior ability and resources have better forecasting performance compared to their peers. These findings lead to the conjecture that analysts play a better governance role in common law countries where investors demand for firm disclosure is greater. Therefore, in these countries, we should observe a more negative joint impact of analyst following and corporate governance on valuation. The second hypothesis therefore is:
H2.
In emerging markets, the monitoring role of analysts is more pronounced in common law countries as opposed to in code law countries.
III. RESEARCH MODEL
I use the aggregate corporate governance ranking published by CLSA to measure the strength of corporate governance mechanisms (CG). 2004), a 2 is also expected to be significant and positive. Consistent with H1, I expect a 3 to be negative. To test H2, I decompose the sample based on the legal origin. I expect to find either (1) that a 3 is negatively significant in common law countries but not in code law countries or (2) that, if it is negatively significant in both subsamples, then it is larger in the common law countries.
IV. SAMPLE AND DATA
I use the corporate governance rankings provided by the CLSA survey to measure the overall corporate governance quality in emerging markets. iii Because of missing data in I/B/E/S, 117 observations were deleted. Market value of equity and financial statement data including book value of equity, total debts, total assets, and capital expenditures are from Worldscope. XLIST is collected from the Bank of New York Global Equity Investing Depository Receipt Service list. Due to missing data in these two sources, I removed another 119 observations. My final sample is composed of 753 firm-year observations over 2001 and 2002.
In Panel B, I decompose my sample according to legal tradition and countries. My sample includes eight common law countries and eighteen code law countries. There are 426 and 327 observations in the common law and code law partitions, respectively. The average number of analyst following is 5.02 for common law countries and 4.30 for code law countries. This is consistent with Chang et al. (2000) that the average number of analysts following a company is greater when the country's legal protection is stronger. The average corporate governance ranking score is 61.61 for common law countries and 52.79 for code law countries. Also, in line with Lang et al. (2004) , the average market value of firms for common law countries is higher than that for code law countries. Table 2 provides descriptive statistics of all variables. The average number of analysts following a company is 4.66. The company with the largest analyst following is covered by 16 analysts and the company with the smallest analyst following is covered by 1 analyst. The mean of CLSA corporate governance rankings (CG) is 56.97 with a standard deviation of 13.92. These rankings range from 10.5 to 93.5, with a median of 58.60, the 25th percentile of 48.4, and the 75th percentile of 66.7. The median of XLIST is 0 and the third quartile is 1, indicating that more than half of the companies are listed in the U.S. stock markets. The mean of Tobin's Q is 1.344, with a standard deviation of 10.439. It ranges from 0.010 to 2.35, with a median of 1.21, the 25th percentile of 0.98 and the 75th percentile of 1.93. All the variables exhibit considerable variation across the sample. TRAN is the ability of outsiders to assess the true position of a company; DSPL is management's commitment to shareholder value and financial discipline; INDP is the board of director's independence from controlling shareholders and senior management; ACCT is the accountability of management to the board of directors; RESP is the effectiveness of the board in taking necessary measures in case of mismanagement; FAIR is the treatment minority shareholders receive from majority shareholders and management; SOCL is the company's emphasis on ethical and socially responsible behavior; CG is the measure of corporate governance mechanisms, calculated as the mean of all dimensions (TRAN, DSPL, INDP, ACCT, RESP, FAIR and SOCL); CG*FOLLOWING is the interaction between CG and FOLLOWING; SIZE is the log value of total assets; XLIST is an indicator variable that equals 1 if the firm has an ADR traded in the United States that requires reconciliation to U. S. GAAP reporting standards; DEBTS/ASSETS is total debts divided by total assets; CAPEX/ASSETS is capital expenditures divided by total assets; TOBIN's Q is computed as total assets less the book value of equity plus the market value of equity divided by book value of assets. Table 3 However, inconsistent with my prediction, the interaction term CG*FOLLOWING is not significant. Therefore, evidence from the whole emerging market sample does not support H1. To test H2, I rerun the regression partitioning my sample companies based on their legal origins. Table 5 presents the results of Model (1) separately for common law and code law subsamples. For companies with a code law origin, neither analyst following nor corporate governance is found to be associated with Tobin's Q. Furthermore, contrary to my expectation, the interaction between corporate governance and analyst following is positively associated with Tobin's Q. This finding suggests that firm valuation is positively related to corporate governance only when there is a higher level of analyst following. Stated differently, everything else equal, only those heavily followed firms with good corporate governance enjoy higher valuations. Therefore, analyst following does not serve as a substitute way of disciplining companies in code law countries. For the subsample of common law countries, both CG and FOLLOWING are positively associated with Tobin's Q. The coefficient on CG is 0.024 and the t-statistic is 3.98. The positive effect of corporate governance on Tobin's Q is consistent with Klapper and Love (2004) and Durnev and Kim (2005) that better-governed companies are highly valued in emerging markets. The coefficient on FOLLOWING is 0.503, with a t-statistic of 2.66. This finding is consistent with Lang et al. (2004) that the market valuation is higher for heavily followed firms. More importantly, the interaction between CG and FOLLOWING is negative and significant (coefficient = -0.001, tstatistic = -1.79). This finding supports my hypothesis that the association between valuation and the level of analyst following is conditioned on the quality of corporate governance, with the positive association between governance and valuation being weaker for companies with a higher analyst following. The adjusted R 2 is higher for the common law subsample than for the code law subsample. The Chow-F statistic is 6.73, significant at the 0.01 level. This finding supports the conjecture that firm-level corporate governance and country-level investor protection are complements. In other words, firm-level improvement in corporate governance is particularly effective when the legal regime of the country offers a higher level of protection for shareholders. Therefore, H2 is supported in that the monitoring role of analysts is observed in common law countries but not in code law countries. 
V. RESULTS

VI. CONCLUSIONS
This paper examines the joint impact of corporate governance and analyst following on valuation in an emerging-market setting. Corporate governance strength is measured by the ratings compiled by Credit Lyonnais Securities Asia (CLSA) based on a wide variety of corporate governance characteristics, including those associated with disclosure, independence of board of directors, how responsible and fair the board of directors is, etc. I predict that the positive relation between corporate governance and valuation is less pronounced when a company has a higher level of analyst following. This hypothesis is supported in common law countries but not in code law countries. In line with Lang et al. (2004) , Knyazeva (2007) , Cheng and Subramanyam (2008) , and McInnis and Collins (2009), this finding provides supporting evidence on analysts' monitoring role. In addition, the finding from this paper suggests that analyst's governance role is more pronounced in common law countries of emerging markets where analyst service is in greater need.
The results have important implications for investors, analysts and managers in emerging markets that, relative to firms with strong corporate governance, firms with weak corporate governance benefit more from having a high level of analyst following. This paper also implies that the governance role financial analysts play in the emerging economies varies by institutional factors. Specifically, when firm-level corporate governance is lower, higher analyst following is only valued in common law countries. This paper is subject to limitations due to data availability. First, CLSA rankings are only provided for one or two years for my sample firms. Second, this paper provides empirical evidence primarily for the largest emerging-market companies. Therefore, caution should be taken when interpreting the regression results obtained with this sample. Future research is warranted to test the hypotheses with a longer time period and a larger sample size.
